Abstract
I. Introduction
A common development in all transition economies of Central and East ern Europe is the dramatic decline of both exports and imports as well as Table 1 contains information regarding exports and imports of the nine BSEC countries in transition and of the five CECs to and from the EU for the period 1993-1997. Table 2 pre sents the shares of the two regions in the total amount of exports and imports to and from the EU of the 14 countries in transition taken together.
It can be seen that the five CECs accounted for 52.4% of total exports to the EU and for 51.7% of total imports from the EU in 1993. For the nine BSEC countries the corresponding shares were 47.6% and 48.3%. It should be noted that these shares would be much lower in the absence of Russia, which accounts for around 70% of total BSEC trade. The relative position of 1. The BSEC includes the following countries: Albania, Armenia, Azerbaijan, Bulgaria, Georgia, Greece, Moldova, Romania, the Russian Federation, Turkey and Ukraine. Except for Greece and Turkey, all other countries are transition economies. Our analysis concerns only the transition economies of the region. 1993 1994 1995 1996 1997 1993 1994 1995 1996 1997 Our main hypothesis is that besides the role of the conventional determi nants of trade flows, factors such as the form of privatization process and the progress of economic and institutional reforms, which constitute the T able 2 T rade S hare s(% ) betw een th e T ra n s itio n E co n o m ie s a n d th e E u ro p e a n U n io n Exports to the EU Imports from the EU 1993 1994 1995 1996 1997 1993 1994 1995 1996 1997 The analysis relies upon the use of the so-called gravity model. The model was initiated by Linnemann [1966] and introduces three broad deter minants that explain the size of a bilateral trade flow. In particular, they refer to the importer's demand, the exporter's supply and the cost, either with respect to transportation or information, associated with international trade.
Empirically, these determinants are usually approximated by variables such as income and population of the trading partners as well as the geographical distance between them (G raziani [1992] Havrysyshyn and Pritchett, [1991] ). The gravity model has been used by many analysts in order to explain trade patterns in many parts of the world while its theoretical foun dation has been extensively discussed in the literature (Bergstrand [1985] ).
In our analysis, we introduce two gravity equations (one for exports and one for imports of the transition economies to and from the EU) which are augmented in order to capture the impact of the transition process on the bilateral trade flows. The transition process refers to an array of reforms ranging from institutional to economic measures that aim to replace central planning with the rudiments of a market economy. These reforms can be classified into four broad categories that refer to liberalization, private own ership, institutions, and social policies. As we see in the next section, our analysis relies on the degree of liberalization and privatization of the transi tion economies as proxies for the progress of reform. Of course, other mea sures of reform such as institutional are also essential for capturing the speed of the transition but they are not easily quantifiable.
The rest of the paper is structured as follows. Section II includes a theo retical framework, based on the gravity model, of the major factors deter mining trade flows in the transition economies. Estimation and empirical results are presented and analyzed in section III. Finally, section IV con cludes our paper and offers some policy implications.
II. The Gravity Model
As indicated, we introduce two separate gravity equations one describing exports from the transition countries to the EU and another one describing the corresponding imports. The main reason for doing this is to evaluate the impact of the transition process separately on exports and on imports.
More specifically, we construct the following equations:
log 자 = -a0-\-ax log Yt -\ -a2 log Nt + a3 log Yj + a4 log Nj + a5 log Dtj + a7 log P/,. + log -
where, More specifically, in both equations the income and population variables represent endowments and tastes of the trading partners. In particular, for the exporting country the supply of exports depends positively on the pro duction capacity and negatively on the size of the exporting country. The former is captured by GDP while the latter reflects the fact that large coun tries have greater production capacity which makes them more capable of satisfying their own needs and is proxied by the population of the exporting country. Thus we expect ax to be positive and a2 to be negative in equation
(1) and b3 to be positive and b4 to be negative in equation (2).
Turning to the importing country, the demand for imports depends posi tively on its income and negatively on its population. The former reflects higher demand, while the latter suggests greater self-sufficiency. Thus we expect a3 to be positive and a4 to be negative in equation (1) and bx to be positive and b2 to be negative in equation (2).
The geographical distance variable, D ijy which appears in both equations, represents resistance to trade. That is, it reflects the various costs either with respect to transportation or information associated with international trade. As a result, we expect a5 and b5 to be negative. For the countries in transition the challenge is to liberalize their export and import barriers {i.e. export ceilings and bans, export tariffs and duties, export licenses and taxes, export quotas, subsidies, m inim um prices, import bans and quotas, tariffs, import licenses, import surcharges, duties and taxes), to liberalize their exchange rate system (i.e. convertibility of the currency for current and capital account transactions), to decrease the share of barter transactions and to de-monopolize their foreign trade activi ties. Thus, we expect a6 and b6 to be positive in equations (1) and (2) respec- Table 3 P riv a tiz a tio n a n d lib e r a liz a tio n by C o u n tly tively, capturing the positive impact of liberalization on trade. Table 3 (1) and (2) respectively, reflecting the favorable impact of privati zation on trade for the transition economies. Table 3 presents evidence as regards the private sector output as a share of GDP for these economies.
Although all Central and Eastern European countries have introduced priva tization programs, there are differences in the form and tim ing of their schemes, which, in turn, may be responsible for the differences in their trade patterns with the EU. The data, even though they refer to privatization of firms as well as entry of new firms, are representative to the conse quences of the different privatization programs. Thus, the speed of the pri vatization process in most countries of the region may be a significant factor affecting the size of trade flows.
III. Estimation and Empirical Results
In this section we investigate empirically the main determinants of trade flows by estimating two gravity equations. We use sectoral (cross-countries) data to com pute trade flow s betw een the BSEC and CE tra n s itio n economies and the 15 EU member-states in 1997. For the former countries, the data set includes all nine BSEC transition economies and thus, it con sists of 135 observations. For the latter countries, the data set includes all five transition economies trading with 15 EU member-states. Therefore, the number of observations is 75. Thus, we estimate two gravity equations referring to trade flows between the two regions of transition economies and the EU member-states, for the same year. This will enable us to com pare the resulting estimations for the two groups of transition economies and see how the BSEC countries relate to the more advanced CECs.
Tables 4 and 5 report the empirical results of the two gravity equations for exports and imports of the transition economies (BSEC and CECs sepa rately) to and from the EU member states respectively. We report two equa tions in each case, whereas the first one includes all proposed independent variables, while the second contains the statistically significant ones only and therefore it represents our preferred equation. The only exception is in the case of BSEC imports from the EU, where we report one equation since all independent variables are statistically significant. We report the values of the coefficients (t-statistics in parenthesis) as well as the values of R2 and the Durbin-Watson Statistics. The results can be interpreted as follows.
First, with respect to the conventional variables of the gravity model, we T able 4 E m p iric a l R e s u lts -E x p o rts to th e E U see that the GDP of the transition economies, the European GDP, the Euro pean population as well as the distance variable have the correct signs and they are statistically significant in all gravity equations. The variable for the population of the transition economies appears significant in the equations for imports, while it is insignificant in the equations for exports for both the Turning to the importance of the transition process, however, the results show quite different trade patterns for the two regions. While the liberaliza tion and privatization indices are important determinants of export and im port growth between the BSEC economies and the EU, they do not appear to be significant in the respective equations for the CE economies.
Thus, with respect to the role of these two transition variables, the two regions exhibit quite an opposite behavior. This manifests the fact that, by the end of 1997 and after more than six years of transition, the transforma tion process in the BSEC countries has not proceeded vigorously enough, while in the case of the CE economies it has proceeded fast and it is almost complete. As a result, factors related to the transition process are still signif icant determinants of trade flows in the case of BSEC economies, but not in the case of the CE economies.
IV. Conclusions and Policy Proposals
In this paper we empirically determined the main factors influencing trade flows between the transition countries and the EU member-states. 
